Setting the Stage
As a region, Latin America has long led the world in terms of income inequality (Blofield 2011). Latin American fiscal policy, especially tax policy, did little to remedy this state of affairs (Mahon 2011) . In contrast, the United States has been viewed not only as a land of opportunity, where hard work, thrift and personal responsibility lead to economic reward but also as a country in which taxes are more progressive than in most other countries. The story of development in the Americas over the last century seems broadly to support this tale, with regions with higher levels of inequality adopting fiscal policies that result in lower tax revenues and lower levels of social spending than regions with lower levels of inequality (Sokoloff and Zolt 2006) . From time to time, however, divergences from these broad trends have occurred. One such divergence has been in the last decade or so.
Although experiences in Latin America have been as varied as the countries of the region, Lopez-Calva and Lustig (2010) show that the story of recent developments is both economic and political. Economic growth has produced more jobs and better jobs and hence a less unequal pre-tax (market-generated) distribution of income, with an expanding middle class and an increasing income tax base.
1 Although taxes have not become much more progressive, in some countries transfers have done so, resulting in poverty being reduced in both relative and absolute terms. 2 While no Latin American country has yet managed to tax the rich very effectively and the long-term sustainability of recent trends is far from certain, these recent trends are very different than those widely predicted only a few years ago.
The story in the United States over the same time period also differs from the long-term picture set forth above. Recent economic developments have resulted in increased inequality, no reduction in poverty levels, and increased vulnerability for the middle class. Although federal income tax rates have been reduced for everyone (especially the middle class and the poor), the top quintile (especially the top 1 percent) has become so wealthy that the share of tax revenues from personal income taxes remains high (OECD 2012 ) and the total federal tax burden has been relatively constant over the last 60 years averaging around 18 percent of GDP (JCT 2012) . On the other side of the budget, although levels of social spending have increased, a greater proportion is going to the elderly (without regard to need) than to the poor (Harris and Sammartino 2011) . There is also concern about a shrinking and declining middle class. A recent study notes that since 2000, "the middle class has shrunk in size, fallen backward in 1 In a recent detailed analysis, Azevedo et al. (2013) show that the decrease in inequality in the region has been driven largely by changes in labor income reflecting both improved levels of education and demographic factors, although they caution that more investment in the right kind of education and training is needed to sustain recent trends. 2 As Lustig and Higgins (2012) show with respect to Brazil, however, even when taxes and transfers have significant effects on poverty and inequality, not every 'poor' or 'non-poor' group is likely to be affected in the same way. One lesson that emerges from both these cases is that government tax and spending policies continue to be important factors affecting inequality. Prominent experts take widely divergent views on what the effects of current policies, or potential changes in policy, might be for different countries. Compare, for example, two recent reviews of the Mirrlees (2011) report on the reform of the British tax system. Except for a few surprisingly positive words supporting wealth taxes, Feldstein (2012) , clearly thinking mainly of the American case, emphasizes what might be called the 'new economic orthodoxy' of the costs of taxation in terms of growth, as well as taxation's ineffectiveness as a redistributive tool. 4 On the other hand, Atkinson (2012) , writing from a British perspective, provides a much more nuanced and comprehensive view of the nature and impact of appropriate tax policy in a modern democracy. This broader approach is more helpful in understanding recent fiscal developments in many Latin American countries, and may also have something to contribute to the ongoing debates in the United States.
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The question of the effects of tax policies in the United States and Latin America on inequality is particularly interesting because of the contrast between the tax systems of the two regions. The United
States has long been a country that relies heavily on personal income taxes to finance the federal government; it is also one of the few countries in the world to have no national general sales tax. In contrast, Latin America has long relied on consumption taxes (particularly the value-added tax (VAT) and excise taxes) and most countries make very little use of personal income taxes. Whether either region can maintain these patterns in the face of recent changes in inequality is uncertain.
Is the United States becoming more like Latin America? The increasing concentration of income at the top, persistent levels of poverty, declining economic mobility, and declining public services may suggest that the answer is "yes." Inequality has reached levels not seen since the 1920s, and the gap between the haves and the have-nots with respect to equality of opportunities for quality education and academic achievement continues to grow (Reardon 2011) . Fiscal challenges and tax competition may, in the end, break the United States' heavy dependence on the federal personal income tax and result in the 3 Because almost every study, survey and commentator seems to have a different definition of the 'middle class' (for examples, see Banerjee and Duflo (2008) , Lora and Fajardo (2011) , and Atkinson and Brandolini (2011)) , it is not possible here to either examine the details of the different classification approaches found in different studies or consider the implications of these differences for cross-national comparisons. 4 In an earlier discussion of these issues, we also emphasized the latter point in the context of developing countries (Bird and Zolt 2005) . 5 For three quite different contributions of the U.S. discussion, see Zolt (2013) , Kleinbard (2012) and Roemer (2011) .
introduction of a VAT or some other type of broad-based consumption tax. However, whatever happens in the next decade or so, the United States will not morph into Sweden. The size of government is unlikely to expand greatly, and the federal tax system is likely to continue to be dominated by the personal income tax, even if some form of VAT is adopted.
Is Latin America likely to emulate the United States in following the small government model with relatively low levels of public social spending? Or will different countries in the region go different ways, with some continuing to be relatively small welfare states (such as Mexico) and others moving over time to a more European approach with relatively larger welfare states (such as Brazil)? Even countries that follow the first approach may nonetheless continue to expand their social spending, in part for political stability reasons. However, any such expansion of the public sector will likely be financed mainly by the VAT rather than the personal income tax. Countries that follow the European model are also likely to rely most heavily on the VAT, although increasingly supported by revenues from a more robust income tax system. 6 In both cases, most new tax revenue will have to come from not only the wealthy, but also the increasingly important middle class. To be able to implement and sustain such tax changes, countries may have to strengthen the 'Wicksellian connection' between taxes and spending (Breton 1996) by matching tax increases to more universalist social programs encompassing a broader swathe of society, as opposed to the targeted (poverty-oriented) conditional cash programs recently adopted in both Brazil and Mexico.
Inequality, Poverty, and Economic Mobility
Countries differ in the priorities attached to such related but distinct objectives as reducing inequality, reducing poverty, and increasing economic mobility. Moreover, such priorities may change over time. In this and the next section, we present a brief summary of the complex story of the interplay between taxation and inequality in the Americas. We focus largely on the extent and ways in which taxes affect redistribution between three groups: the 'rich' (the top end of the income distribution, defined differently in different contexts depending largely on the data), the 'poor' (the bottom 40 percent or so) and the huge and varied group in between these extremes that we call, for want of a better word, 'the middle.' 7
The distribution of income
The most common summary measure of income inequality is the Gini coefficient, with a higher number representing greater inequality. 7 Although we broadly adopt the 'fiscal contract' view of the state set out by North and Weingast (1989) and developed further by Timmons (2005) and others, many discussions that take a similar approach at least implicitly limit the analysis by either focusing on only two groups, rich and poor (e.g. Ardanaz and Scartascini 2011) or by essentially ignoring the critical link between the two sides of the budget (e.g. Hart 2010 ). In contrast, our focus here is specifically on the critical changes in the middle class that may explain much of what has happened in many countries as well as the possible implications of these changes for both sides of the budget. 8 There are a number of ways to measure Gini coefficients, see http://website1.wider.unu.edu/wiid/WIID2c.pdf as well as Goni, Lopez and Serven (2008) . Although the measures shown in Table 7 .1 do not all refer to exactly the same concepts in all countries at all periods, for the most part they are based on household estimates (in per capita terms) of disposable income, that is, gross money income less direct taxes plus direct transfers (Goni, Lopez and Serven 2008) . The coefficients in Table 7 .1 appear to provide about as good a set of numbers as exist to make broad comparisons between countries over this time period. 9 How much inequality has changed depends on not only what is measured but for whom it is measured. The data in Table 7 .1 (and Table 7 .2) are at the household level (in per capita terms). Data on individuals emphasize changes in labor income and wage differentials, but data on households better measure the economic well-being of individuals living together. Some consider that measures based on relative changes in consumption would provide a better indication of actual welfare. Duncan and Peter (2012) in a recent interesting analysis suggest that, if properly measured, reduced tax progressivity in countries with high levels of evasion may actually improve welfare as measured by the consumption Gini even if such changes may appear to increase the Gini for observed income. This approach, which reduces the apparent equity costs of more efficient taxes, lends some support to the case for dual income taxes in developing countries made in Bird and Zolt (2011) . As noted there, an argument for adopting this approach to broadening the income tax base and making it more effectively progressive was made earlier by in a study of Uruguay. Subsequently, Barreix, Bes and Roca (2010) extended the argument to Latin America more generally. . Although every effort has been made to make the data as comparable in coverage, concept and year as possible, there are wide variations from country to country and over time even within particular countries. Details of data concepts and sources may be found in the sources indicated.
There are many different ways to measure income inequality. Table 7 .2 sets out several different measures of changes in income distribution in Latin America over the last two decades. Over this period, the share of income going to the top 10 percent of the population declined sharply in Brazil, Mexico and Peru, but remained almost unchanged in Argentina and increased in Colombia. While the ratio of per capita income in the top decile to that in the bottom four deciles rose slightly in Argentina and Colombia, it declined significantly in the other three countries. Finally, in all five countries the share of the population living below the poverty line declined sharply. In summary, it seems clear that on the whole, income inequality and especially poverty decreased sharply in recent years, particularly in Brazil, Mexico and Peru. This is also true for Argentina and Colombia, at least in terms of poverty reduction.
In contrast, in the United States, between 1979 and 2007, households at the very top of the income distribution experienced by far the largest gains in both relative and absolute income, with the pre-tax income of the top 1 percent almost tripling in this period (Harris and Sammartino 2011) . Over the last three decades, the income of households in the top quintile (not including the top 1 percent) increased by 65 percent, while income growth was 40 percent for the middle three quintiles and only 18 percent for the lowest quintile. In other words, the rich got richer, and the middle class and the poor, while better off in absolute terms, became relatively worse off. In contrast, in the five Latin American countries over the last two decades, the share of the top decile decreased by 9 percent, the share of the second and third quintiles increased by 6 percent, and the share of the bottom 40 percent (the poor) increased by 9 percent. While growing income inequality is troubling, even more disturbing may be the high levels of wealth inequality in the United States. In all countries, wealth is more concentrated than income (Wolff 1996) .
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Over the last 50 years, the Gini coefficient for wealth distribution in the United States has increased from .80 in 1962 to .87 in 2010 (Wolff 2012 Source: Estimates based on purchasing power parity exchange rates from 
Intra-Generational And Inter-Generational Economic Mobility
Income equality appears to be linked to social mobility largely through its effects on the extent to which people have equal access to opportunities for improvement rather than on its direct effects on individual effort (Brunori, Ferreira, and Pangini 2013) . There are two major approaches to examining economic mobility. Intra-generational mobility focuses on the individual to determine how much his or her absolute or relative position has improved over time compared with the general population. Intergenerational mobility measures seek to estimate how much of a child's income can be attributable to his or her parent's income. Ferreira et al. (2013) find that the impressive change in income distribution in Latin America over the last decade or so has resulted in a substantial expansion of the middle class (which they define as those with income, at purchasing power parity exchange rates, of between USD 10 and USD 50 per person per day) from 20 to 30 percent of the population. Although an annual per capita income of $3650 may not sound like much to North Americans, Ferreira et al. (2013) suggest that it is sufficient to provide both a basic middle class standard of living and some degree of resilience to economic shocks. (Corak 2012) . The higher the inter-generational income elasticity, the more likely it is that the children of high-income parents will also have higher incomes. For example, in Peru, if one father makes 100 percent more than another, then the son of the first is likely to earn about 70 percent more than the son of the second. In the US (and Argentina), the son of the richer parent is likely to earn about 50 percent more, and in Canada (and northern Europe), the son of the richer parent will earn only 20 percent more. Jantti et al. 2006) . The measures reported in Table 7 .4, however, are the only ones available for many Latin American countries; moreover, other studies, such as that just cited, which employ different measures, show comparable results when comparing the United States to European countries. On the other hand, Clark (2013) , using a quite different approach (based on surnames) estimates both that the rate of social mobility in the United States is no lower than in other countries and that it has not declined in recent years. And in a recent study, Krebs, Krishna and Maloney (2013) find that most estimates of income mobility in Mexico are subject to measurement error or transitory income shocks and likely provide little evidence of economically significant effects. As with all other aspects of assessing inequality, there is still much to be learned both about how to measure social mobility and how to interpret the results.
Source and notes:
The number reported is the 'inter-generational elasticity of earnings' as measured by the percentage difference in the share of the child's earning associated with the percentage difference in the parent's earnings from Corak (2012) To sum up, the degree of economic mobility in Latin America and the United States, at least when measured in these terms, appears to be substantially less than economic mobility in either Canada or Europe. American 'exceptionalism' in terms of actual levels of economic mobility may be substantially less than perceived levels.
Access to quality education is a major factor in explaining differences in economic mobility across generations and among countries. Here, the United States and Latin America have had historically different traditions in providing public education, with the United States being a world leader in providing first common school and later high school and university education (Goldin and Katz 2008) , and Latin
American countries long being less willing to support public education (Engerman and Sokoloff 2001) . In recent years, the academic achievement gap between the rich and the poor in the United States has widened substantially (Reardon 2011) . In contrast, some Latin American countries, although still notably unequal in terms of access to quality education, have made substantial progress in improving the position and educational attainment of previously disadvantaged groups (OECD 2012c), as well as in improving the quality of education by international standards. 14 These developments, if continued, will lead to a decrease in economic mobility in the United States and an increase in economic mobility in Latin
America.
The Impact of the Fiscal System
Although income in Latin America remains highly unequally distributed, there has been considerable improvement in a remarkably short time. Although two-thirds of this improvement, and three-quarters of the rise of the middle class (as defined in Ferreira et al. 2013) , is attributable to the rise in average incomes with economic growth rather than to the decline of income inequality, explicit redistributive policies, especially the expansion of more targeted social spending, were important in several Latin American countries. Mexico). Perhaps surprisingly, despite the apparently improving outcomes in education mentioned earlier, the share of social spending going to education actually declined in many Latin American countries. This decline may not have had a particularly adverse effect on inequality because a large portion of public educational spending in many countries primarily benefits higher income groups due to the combination of free (or low cost) tertiary education with the much higher percentage of largely privately educated higher-income children qualifying for university education. On the other hand, Canavire-Bacarreza, Martinez-Vazquez and Vulovic (2012) estimate that increased public expenditure on education may not only increase economic growth but significantly reduce income inequality. On the whole, social spending appears to have contributed to reducing income inequality in Latin America in recent years. In Brazil and Mexico, for example, cash transfer policies accounted for about 20 percent of the decline in inequality , while in Colombia an educational voucher scheme allowing students from poorer families to attend better schools appears to have had significant effects in improving educational outcomes (Angrist et al. 2002) . Other studies in both Colombia and
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Chile summarized in Ferreira et al. (2013) demonstrate the possible gains from such innovations and reinforce the notion that one important way forward for Latin America may lie in reducing the fragmentation of the existing social contract by increasing the inclusivity of such key public institutions as schools.
An important outcome of extending and improving the quantity and quality of such critical public services may be to encourage the expanding middle class to buy into the expansion of the state sector rather than following the well-established path of the wealthy and opting out. An important factor explaining Latin America's historically high degree of inequality has been persistent inequity in access to education combined with poorly designed public social insurance transfers (de Ferranti 2004) . Better educational opportunities for the children of the emerging middle class was one of the main drivers in building local and state capacity in North America in the 19 th and the first half of the 20 th century (Sokoloff and Zolt 2006) . Especially in regions with greater equality, local governments were successful in expanding their fiscal base to provide more and better local goods and services. In Latin America, however, the wealthy have long avoided public health and education services in favor of costlier, yet higher quality private services. Using the terms made familiar by Hirschman (1970) , this 'exit' of much of the politically articulate population from public services has, importantly, meant that their 'voice' has not been heard with respect to the need for improving public services. However, with greater prosperity, more democracy, and increased decentralization (Brosio and Jimenez 2012) , it may now be possible in some countries to establish a similar link between what people are willing to pay for and what they receive from the public sector.
Most Latin American countries supply some important services at two levels -private and public -for education, as mentioned above, and at three levels -private, social security, and public -for health, with public provision clearly being at the lower end of the quality spectrum in both types of services. Social financed by these taxes (which include both pensions and health services) may generally be claimed only by those who are or have been employed in the formal sector and have therefore contributed to funding the programs, although there is often no tight connection between taxes paid and benefits received (Social Security Administration 2012).
Many consider the basic social insurance systems in most Latin American countries to be deeply flawed,
given their limited coverage of only the formal sector, the marked evasion even within that sector, and the fact that transfers are regressive in that they do not go to the poor. Indeed, a careful study of social transfers in eight Latin American countries (including the five on which we focus here) concluded that the existing social system is in general both "grossly inefficient and regressive" (Lindert, Skoufias and Shapiro 2006, 4) , with the partial exception of some of the conditional cash transfer systems mentioned above. Goni, Lopez and Serven (2008) estimate that about 70 percent of direct transfers go to the two top income quintiles in Latin America, compared to only about 40 percent in Europe, although taking in-kind transfers into account redressed the balance to a considerable extent .
Lindert, Skoufias and Shapiro (2006) conclude that governments in Latin America need to take a more integrated and targeted approach to 'social protection,' a term encompassing both social insurance and social assistance. However, they recognize it is unlikely that such recommendations can or will be soon implemented since "…there is clearly some barrier to lowering social insurance transfers (even where they are highly inequitable) and raising social assistance transfers (even where they are progressive) in many countries…." (p.45). They note that such barriers likely arise from the different political constituencies served by these two classes of transfers, as well as the possible perceived legitimacy conferred on social insurance programs (because they link benefits to contributions, even if only partially) and on conditional cash transfers (because beneficiaries have to comply with a set of "coresponsibilities," e.g. sending their children to school). However, they do not consider, as the fiscal contract perspective developed below would suggest, that the demonstrated political sustainability of the existing policies may require extending such "islands of success" in ways that will encourage those who will have to pay more to think they get something valuable for their money, even if that money flows to others. Instead, like most experts, Lindert, Skoufias and Shapiro (2006) recommend adopting a tidy integrated social protection package, even though experience suggests such policies are only likely to be implemented successfully in homogeneous and highly developed societies very different than those in most of Latin America.
In recent years, the United States has also seen major changes to its public social spending policies. Redistributive government spending can take the form not only of direct subsidies but also 'tax expenditures,' which tend to be distributed even less equitably. In the United States, for example, the top two quintiles receive about two-thirds of the benefits from tax expenditures for health care expenses and over 90 percent of the benefits from tax expenditures for incentives for retirement savings and home ownership, although the middle income groups also receive some benefits from these tax subsidies (Toder, Harris, and Lim 2009 ).
As Table 7 .6 shows, while tax expenditures, particularly with respect to income taxes, are much less important in Latin America than in North America, their effect on distribution may not be all that different, although no estimates of their distributive effect appear to exist.6 17 Interestingly, a significant share of transfers to the elderly in Canada are income-conditioned, which, along with the slightly larger (VAT-financed) size of the state, may explain why fiscal redistribution is more important in Canada than in the United States (Bird and Zolt, forthcoming) . Taxation   Table 7 .7 summarizes a few key quantitative facts about taxation in the larger Latin American countries as well as the United States and Canada. In most Latin American countries, both tax ratios and the share of taxes coming from income taxation grew significantly over the last decade, in contrast to the decline in both ratios in North America. On the other hand, as the last column in Table7 shows, a major difference between North and South America is the dominant role of the personal income tax in the North and the dominant role of the corporate income tax in the South. This key structural feature of the tax system did not change significantly in Latin America, although both corporate and personal income tax rates fell over this period in most countries, while VAT rates rose slightly (Lora 2012) . Not only have income tax rates declined, but the scope of the system has been altered considerably: it has changed from one which, on average, imposed tax liability at a taxable income level of about 60 percent of per capita GDP in the mid1980s to one that started at a level 2.3 times per capita GDP a decade later. At the same time, the average level at which the top bracket takes effect has declined sharply from 121 times per capita GDP to only 21 times GDP. With considerable differences from country to country, personal income taxes have become much flatter, with top rates declining to levels comparable to the lower corporate rates. Nonetheless, the share of both income and total taxes collected from the rich (the upper quintile) also grew over this period, reflecting the continuing inequality of pre-tax incomes in Latin America and the increasing inequality in the United States and, to a lesser extent, in Canada.
All these results are sensitive to the particular incidence assumptions employed in the different studies, particularly the incidence of the corporate income tax. As Mahon (2012, 1) notes, the available evidence supports the conclusion that "most Latin American fiscal systems have become somewhat more redistributive since 2000." Although most tax reforms in the region have shifted tax structures away from reliance on income taxes and towards consumption taxes, some countries (such as Peru) have sharply increased their reliance on income tax. All countries in the region have increased their tax-to-GDP ratios,
in contrast to what has happened north of the border. 18 Before 1970, most Latin American tax systems collected relatively little tax revenue, and did so in an inefficient and regressive way. Over the next few decades, while income tax rates were cut (in most countries without any offsetting base expansion) the role of the VAT was greatly expanded, with the important effect of strengthening tax administration. As emphasized below, this reform greatly increased the capacity of the state. However, the main responsibility for redistribution remained on the expenditure side and the increases in social spending 18 The exceptionally sharp drop in Canada's tax ratio from its 1990 all-time high reflects the strong fiscal retrenchment required during the 1990s to reduce the high budget deficit and the much more restrained spending of subsequent years. For a more detailed comparison of recent trends in Canada and the United States, see Bird and Zolt (forthcoming) .
towards the end of the century (see Table 7 .5) resulted in spending becoming more redistributive in some countries (Barrientos 2011) . A useful summary presentation of the evidence taken from recent work by Mahon (2012) is shown in Source: Mahon (2012) . The RS (Reynolds-Smolensky) index is the difference between the Gini coefficients pre-and post-spending or taxation as the case may be. By convention, a positive value indicates a progressive effect (that is, Gini declines) and a negative value a regressive effect.
Despite the marked increase in the importance of income taxes in most major countries in Latin America in recent years, there likely has not been a significant change in the redistributive effect of the tax system.
One reason is that relatively little income tax revenue in Latin America comes from the personal income taxes, the only important progressive element of the tax system in most countries. In most Latin American countries, income tax revenues are derived primarily from corporate income taxes, the incidence of which may fall on low-income workers and consumers rather than high-income profit recipients (Harberger 2006 ). However, it may also be argued that corporate income taxes in developing countries are sometimes relatively progressive. For example, Shah and Whalley (1991) contend that the importance of market fragmentation and government regulations in most developing countries suggests that a considerable share of corporate profits arises from economic rents which, if not collected in taxes, will accrue to (presumably wealthy) corporate owners. Clausing (2012 Clausing ( , 2013 Gravelle (2013) generally supports Clausing's argument that much of the corporate tax is borne by owners; however, two other papers in the same journal argue that varying proportions of the tax may be borne by labor. 21 Some scholars assume that most corporate taxes in Latin America are passed on to consumers in the form of increased prices (Aronson and Bergman 2012). However, no good studies exist on the incidence of the corporate income tax in any Latin American country. Barreix, Roca and Villela (2008) , recognizing the uncertainty of the incidence of the corporate income tax simply leave it out of their analysis as do Breceda, Rigolini and Saavedra (2009) , an earlier version of which is the source of the estimates in Goni, Lopez and Serven (2008) . Although we have not reviewed all the studies relied on by Lustig et al. (2011) and Mahon (2012) , the importance of corporate tax revenues in Latin American tax structures (Jimenez, Gomez-Sabaini, and Podesta 2006) and the uncertainty of the incidence of the corporate income tax suggest that conclusions about the distributional effect of increasing 'income taxes' in Latin American countries are at best tentative.
The Fiscal Contract
Traditional public finance analysis assumes that the state is an autonomous entity that can decide what to do and then do it. 22 One approach, epitomized by the optimal tax literature (Boadway 2012) , treats states as though they were (or should be) benevolent social welfare maximizers. On the other hand, the public choice approach considers those who control states to be self-interested actors (Brennan and Buchanan 1980) . In essence, both approaches assume that "people pay taxes because they must; there is no relationship between the source of state revenue and state output; and spending is a function of rulers'
whims (Timmons, 2005, 534 The central fiscal problem of the state from this perspective is to balance its use of these two levers in order to obtain the revenues desired at the least cost. All countries are thus continually seeking a sustainable equilibrium between force and persuasion when it comes to tax compliance. Even if citizens have no realistic exit options and their opportunities to influence state policy through voice are severely limited, states will still want to cultivate loyalty to reduce the costs of tax collection. Similarly, even the most open and liberal democracies need to have credible revenue enforcement mechanisms to prevent high levels of tax evasion.
The fiscal contract approach does not fit easily into what might be called the 'welfarist' view, which takes redistribution as a major goal of the fiscal system and invariably concludes that taxes should be paid 22 An important variant of this approach is to assume that the state is not an actor in itself but simply the instrument of specific groups: social classes (Marxism), organized interest groups (Olson 1965) , or partisan political parties (Hibbs 1977) . These groups act in a self-interested way to increase their command over resources. In all these cases, however, it is usually simply assumed that those who control the state can use its power as they wish. 23 Of course, this statement is too sweeping because there is a vast literature on tax evasion and compliance and on the effects of taxation on output. Nonetheless, it captures the flavor of much of the tax policy literature. 24 Although Alesina and Reich (2013) do not discuss the fiscal aspect of 'nation-building,' the positive and punitive approaches mentioned in the text are broadly aligned with the 'benevolent' and 'odious' methods of 'building' a country that are the subject of their paper.
mainly by the rich and expenditures targeted mainly to benefit the poor. 25 In contrast, the fiscal contract view implies both that those who are expected to pay most of the taxes are likely to receive most of the benefits, and that their willingness to pay is tied to the expectation of receiving benefits. These benefits may be indirect in the sense of providing funds to the poor on the condition that they act in ways taxpayers value: for example, by ensuring that their children become educated. Discussions of taxation and inequality frequently focus on only two groups: the 'rich' (say, the top quintile, or even the top 1 percent) and the 'poor' (say, the bottom two quintiles). However, in the real world of the Americas, the most critical element may well be how the 'middle' or 'upper middle' (say, the bulk of the population between the 'poor' and the top 1-2 percent of the income distribution) perceive themselves to be treated.
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A reasonable assumption is that the poor want some package of basic public services (in addition to jobs), while the rich seek mainly to keep what they have: that is, protection for their property rights. The motto of the Toronto police service is "To Serve and Protect." What the poor want is mainly service, while what the rich want is mainly protection. To the extent that the middle class wants both service and protection, its recent rise to prominence in Latin America may provide an opportunity to change the fiscal contract. In countries in which both growth and democracy have recently flourished, the political equilibrium may change in ways that alter the nature of the implicit fiscal contract underlying political stability and state legitimacy. The newly better-off, the expanding middle class discussed by Ferreira et al. (2013) , cannot easily emulate either the rich, who to a large extent not only pay as little as possible in taxes but also make little use of public services, or the poor, who neither pay much nor benefit much. The middle class, and especially the vulnerable middle class, need a stronger public sector to secure their position as much as the poor need it to improve their position. At the same time, the middle class have fewer opportunities than the rich to opt out of the tax system by hiding in the informal sector or by shifting activities offshore. For the first time in Latin America, a significant proportion of the population are now both politically relevant citizens and taxpayers, although they are not often fully aware of how much they pay and hence less concerned than they should be about how their funds are spent. As more people become aware (e.g. through the expansion of the personal income tax and property tax) of the taxes they pay and of the extent to which their well-being and the future of their children depend on good state services, the political balance underlying the fiscal contract is likely to change.
25 Aronson and Bergman (2012) offer an interesting example of the implicit acceptance of the welfarist approach where they note that one contributor to the conference summarized in their paper noted that part of the failure of Mexico to introduce major tax reforms may be blamed on what he calls the "ideological principle" of the benefit approach. Note 29 (and the accompanying text) offer several possible alternative explanations. 26 Others have emphasized various aspects of the fiscal contract approach when discussing recent and possible future developments in Latin America, For related, but distinct, views see, for instance, Mahon (2011 Mahon ( , 2012 , Cornia, Gomez-Sabaini and Martorano (2012) and ECLAC (2013).
Taxation in The Fiscal Contract
One side of a fiscal contract is the tax system. Most political scientists take progressive income taxes to be a good proxy for taxes on the rich and regressive consumption taxes to be an equally good proxy for taxes on the poor (Kato 2003) . Although this approximation is at best rough, it is true that most income taxes are paid by those in the top part of the income distribution. On the other hand, much depends on the structure of the personal income tax. Such taxes may, for example, impact most heavily (in relative terms) those who have just entered the tax from the bottom (the lower middle class who may for the first time have moderate levels of income and some property to protect). If so, perceptibly higher tax burdens faced by an expanding middle class may reinforce the normal anti-income tax sentiment of the rich, a phenomenon that has perhaps become more important as income tax rate structures have become flatter.
As Table 7 .9 shows, the threshold income level at which Latin Americans begin to pay personal income tax is generally much higher than in developed countries. 27 In Mexico, for example, the personal income tax does not apply to workers with below-average wages, while in the United States and Canada the threshold level is set much lower, at around 30 percent of the average wage (OECD 2012b). Similarly, the highest rates of the income tax also cut in at much higher levels in many Latin American countries. (2012); 'threshold' is the minimum income level at which personal income tax has to be paid and 'maximum' is the income level at which the highest tax rate is applied. So long as the absolute level of income of the emerging middle class is increasing, the proportion of citizens paying income taxes is likely to grow. In Brazil, for example, a combination of increases in income, formalization of employment, and strengthened tax administration resulted in over 50 percent of 27 For an interesting further discussion, see ECLAC (2013).
those declaring income in 2011 paying income tax, compared to only 36 percent a decade earlier. 28 Many of those now caught in the tax net would seem to be natural allies of the poor in the sense that both groups tend to want expansion of public sector services like health, education, pensions, and basic public infrastructure services like transit, water, and sewerage.
As Martinez-Vazquez (2008) notes, one of the most striking features of the various major tax changes that took place in Mexico in earlier decades (Gil-Diaz and Thirsk, 1997) was how little effect they had on Mexico's tax ratio (taxes as percent of GDP), which had remained almost constant over the period. He suggested several possible explanations for this constancy. The reforms in tax structure may have been undermined by unrelated ad hoc measures, or they may have been offset by administrative deterioration.
Either, or both, of these developments may have occurred less by accident than by design. Alternatively, they may reflect the extent to which Mexican revenues depend on oil prices. 29 As Table 7 .7 shows, whatever the explanation, although an index of tax reform calculated by Lora (2012) suggests that Mexico and Colombia have carried out more tax reforms than the other Latin American countries discussed here, both still lag behind in effective tax reform. 30 However, as Table 7 .7 also shows, Peru has altered its tax structure substantially in recent years and Colombia, although not changing tax structure significantly, has significantly increased its total tax revenues. Because countries tend to achieve an equilibrium with respect to the size and nature of their fiscal systems that largely reflects the prevailing balance of political forces, such significant changes in a relatively short period again suggest that there may have been a noticeable change in the politics underlying the national fiscal contract in at least some countries in the region.
Although total taxes and income taxes in particular are not all that high in most of Latin America and the tax systems are not progressive, 31 the extreme inequality of the region means that the rich nonetheless pay a relatively large share of taxes, so that simply increasing the net fiscal pressure on them may place additional strain on the fiscal contract. Tax reform in Latin America does not require governments to give more fiscal benefits to the rich, and it may, quite appropriately, be accompanied by steps to remove some tax expenditures and unwarranted gains on the spending side (such as virtually free tertiary education), as well as by fixing severe legislative malapportionment that makes it all too easy for elites to block tax 28 http://www.pulsamerica.co.uk/2013/02/25/brazil-over-12-million-currently-pay-income-tax/ 29 Although this point is not discussed further here, ECLAC (2013) properly emphasizes the role played by natural resource revenues in affecting both tax levels and tax structures in Latin America. 30 The index of tax reform is the simple average of four figures: the average income tax rate (calculated as the average of the maximum personal income tax rate and the corporate rate), income tax productivity (calculated as the ratio of income tax revenues to GDP divided by the average income tax rate), the standard VAT rate, and VAT productivity (c-efficiency), which is similarly defined as the ratio of VAT revenues to GDP divided by the VAT rate. 31 See Table 7 .8, as well as further discussion in ECLAC (2013) and Wang and Caminada (2011) .
changes in many countries of the region (Ardanaz and Scartascini 2011) . Achieving significant tax reform as conventionally understood may nonetheless require some assurance to those who are going to have to pay more that, in return, their property rights and positions will be more secure than they would be if the present inequalities were simply perpetuated. As Sanchez (2011, 36) said with respect to the Chilean reform of the 1990s, for example, "…entrepreneurs agreed to pay more taxes because the new government went to great lengths (in rhetoric and actions) to reassure them that it would maintain a vocation for free markets and an open economy." The new Concertación government was able to negotiate both a combined tax reform and social policy reform, which brought about political peace and the beginning of a move towards a new and perhaps lasting political equilibrium (Boylan 1996) .
Even Colombia, often seen as a distributive laggard in the region (Moller 2012) , may also be moving down this path. As Flores-Machias (2012) points out, Colombia has imposed a tax on wealth since 2002, which currently applies at rates of 2.4 percent of total liquid assets over USD 1.3 million and 4.8 percent on assets over USD 2.5 million. Revenues from this tax are far from negligible, fluctuating between 2.5 and 5 percent of government revenue and at times amounting to as much as 1 percent of GDP. How was Colombia able to do this? Essentially, by making a 'soft' but credible fiscal contract with the rich to earmark all the proceeds of this tax to security (where it financed an increase in expenditures of about 25 percent) with the explicit objective of expanding the control of the national government over the entire country and improving the security of both persons and business investments -all objectives towards which considerable and perceptible progress was made. Some years ago, Bird (1992) suggested that countries in crisis can adopt reforms long considered impossible. Fairfield (2010) , with reference to the Chilean case, suggested that elite solidarity was easier to mobilize behind such reforms when a right-ofcenter administration is in power, because commitments to spend will be more credible. The Colombia of the first decade of this century satisfied both of these conditions. On the other hand, to achieve acceptance of the wealth tax, the government deliberately backed away from attempting more fundamental tax reforms that business interests opposed. 32 Moreover, it is as yet unclear whether Colombia will follow countries like Brazil, Mexico and Chile in combining a slightly more redistributive tax policy with a more effectively redistributive policy of social spending. Roberts (2012) stresses the traditional argument that the shift to more 'leftist' governments is a principal reason for the observed change in distributive policy in recent years. He notes, however, both that there has been no apparent shift in ideological views and that even non-left governments moved the same way.
Colombia provides a nice illustration of the point emphasized by Hart (2010) , that what he calls the 'promarket Right' can extract more tax revenue more efficiently, with less damage to both equity and growth, 32 For example, see the reforms proposed by Bird, Poterba and Slemrod (2005) as well as Moller (2012) .
than the 'interventionist Left.' This is because the VAT is a more effective and efficient way to tax than the income tax, a point well accepted by social democratic governments in Europe (Lindert 2004) as well as by pro-market governments in Latin America. Perhaps optimistically, Colombia may also illustrate the argument made (in a quite different context) by Bodea and LeBas (2013) that when the provision of public goods through 'clubs' becomes less effective in conflict-prone communities, support for a social contract may increase. Morgan and Kelly (2010) 's findings that Latin Americans tend to be more concerned about inequality when worried about crime also support the view that fighting inequality and instability in personal and community life may go together.
Sustainability in the Face of Change
One definition of a sustainable tax system is one that is sufficiently aligned with prevailing economic and political factors to persist without the need for repeated major reforms. Achieving a sustainable tax system in this sense requires striking the right balance between the equity and efficiency aspects of taxation in terms of the equilibrium of political forces. Any state that wishes both to grow and to implement redistributive fiscal policies (regardless of how much redistribution is desired) must first establish an administrable and efficient tax system. For such a system to be politically sustainable in any but a totalitarian setting, it must also be considered to be acceptably fair by a majority of the politically relevant population. One reason why many countries in Latin America for many years had tax systems that were neither efficient nor fair was likely because the politically relevant domain of the fiscal system was considerably smaller than the population as a whole. Profeta and Scabrosetti (2008) argued that the increasing democracy in Latin America in the 1990s had little effect on taxation because of the combination of the extent to which democratic institutions were either captured by the elite or undermined by short-sighted populism with the extreme weakness of state institutional capacity, particularly with respect to fiscal matters. However, the recent marked growth of the middle class in many countries in the region has increased mobility across income classes, and has brought more people in direct contact with the tax system. In many countries, this will raise the political salience of fiscal issues and increase the importance of having a system that is perceived to be both acceptably fair and acceptably growth-oriented (Daude and Melguizo 2010) . At the same time, as discussed below, tax institutional capacity has been substantially strengthened in most countries. In contrast, over the same period, the increasing concentration of wealth and income at the highest levels in the United States and the removal of a large percentage of the population from the income tax rolls (Burman and Slemrod 2013) has arguably, by reducing the direct contact of many Americans with the tax system, increased the influence of the wealthy over the structure and level of taxation.
More democratic and sustainable outcomes cannot be induced simply by improving fiscal institutions, because a more encompassing and legitimate state is itself the key ingredient needed for a more balanced and sustainable tax system (Brautigam, Fjeldstad, and Moore 2007) . Countries with similar economic characteristics in similar economic situations can and do sustain very different tax levels and structures, reflecting both their different political situations and the capacity of the state to deliver services and collect taxes. While economic structures and circumstances clearly influence tax levels and structures, in the end politics almost invariably rule when it comes to shaping the final outcome. The fiscal reality found in most countries reflects less evidence-based decision-making or empirical realities than a changing mixture of ideas, interests, and institutions. Viewed as a whole, tax systems seldom seem to have been designed with any particular objective in mind. 33 Like other political constructs, tax and spending policies reflect the nature of the social contract that underlies any sustainable society as influenced by such manifestations of both the changing local environment (e.g. democracy in its various forms) and the changing external context (e.g. globalization in its various aspects).
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Within this framework, the best tax system is the one that produces the desired amount of revenue in the least costly and distorting way. Countries no longer have the luxury of operating their tax systems in isolation. Although the capacity of most Latin American countries to design and implement effective tax systems has increased substantially over time (as discussed later), the limits on state capacity stressed by Cardenas (2010) remain important and are being increasingly tested in the fiscal field. While 'globalization' has become an overused term, nations have clearly lost some degree of fiscal autonomy in recent years, not least with respect to tax policy owing to increased competition for portfolio investment, qualified labor, financial services, business headquarters, and, most importantly for developing countries, foreign direct investment.
The traditional tax regime for taxing cross-border transactions rests on a stylized set of facts: small flows of cross border investments; relatively small numbers of companies engaged in international operations; heavy reliance on fixed assets for production; relatively small amounts of cross-border portfolio investments by individuals; and minor concerns with international mobility of tax bases and international tax evasions (McLure 2001) . However, familiar tax labels are increasingly losing their meaning as lawyers and investment bankers convert, with relative ease, equity to debt, business profits to royalties, leases to sales, and ordinary income to capital gains, or the other way around. Combined with the 33 History seldom supports the case for an 'intelligent designer' of the tax system. See, for example, the story told in Bank (2010) of how a long series of erratic changes over time led to the evolution of the current U.S. corporate income tax regime. 34 To some extent, policies may also reflect the long persistence of national and regional social and cultural norms, as emphasized by Inglehart and Welzel (2010) and, in a different way, by Acemoglu and Robinson (2011) . disaggregation of production resulting in different operations in different countries, these factors have changed the business tax base. The increased share of value-added arising from services and intangibles makes it harder to locate the source of corporate income and thus harder for countries to tax corporate income. Increased intra-company trade makes it easier to avoid or evade taxes. Increased mobility of capital makes it harder to tax income. It may also be harder to tax higher labor incomes, as labor becomes more mobile, as traditional employer-employee relationships evolve into independent contractor status, and as owner-managers convert labor income into capital income. Even VAT revenues may be challenged as electronic commerce makes it more difficult to enforce tax on some cross-border transactions. The taxman's life is not becoming easier in Latin America, or anywhere else. Nonetheless, despite the increasingly tight international economic constraints on tax policy, it is still undoubtedly the case that no country in Latin America is anywhere near the limits of what it can do, it if wants to, to impose a fairer (or, for that matter, a more efficient) tax system.
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A Look Back -and Ahead
36
Consider how the western democracies first got into the business of progressive taxation. In the United
States, for example, as Weisman (2002, 366) shows, over the course of prolonged discussions from 1860 to 1920, "economic crises and wars helped create a consensus for an income tax that falls most heavily on the wealthiest taxpayers." This lengthy debate about taxes was not so much about tax policy but rather about what kind of society Americans wanted. This consensus, a sort of fiscal contract, lasted until about 1970. Since then ideas about the relevant balance between taxes and society have again been in flux in the United States. In particular, progressive taxation appears to have lost much of its political appeal (Blyth 2000) .
Balancing equity and efficiency
Other countries have reached different compromises. Alesina and Angeletos (2005) suggest, for example, that two models of redistributive taxation exist in developed countries. At one position is the United States, with relatively low taxes and low redistribution, while at the other are countries such as Sweden, with high taxes and high redistribution. They attribute the difference to, essentially, self-fulfilling expectations. In the United States, or so they argue, the general belief is that effort is causally related to 35 Lora (2012, 31) suggests that, despite the many tax reforms mentioned earlier, most Latin American countries have used perhaps "only 30 percent of the space of reform" although this assertion is at best tenuous given the narrow definition of the "reform space" considered in his study (see note 26 above). 36 Portions of this section follow closely some of the material in Bird (2013) , although the argument is developed here in more detail with respect to the Americas.
income, so that those who make the effort, and consequently receive the income, are entitled to retain a large share of the fruits of their efforts. In the terms used by Musgrave and Musgrave (1989) , the "entitlement" view is strongly entrenched in the United States. The relatively unequal distribution of income is considered fair because it is believed to reflect differential effort to a considerable degree.
Because tax rates are low, so are tax distortions, with the result that high effort may indeed yield high after-tax income.
In contrast, Alesina and Angeletos (2005) suggest that in many European countries, the pervasive belief appears to be that high income reflects not so much high effort as good connections or even corruption.
Because high taxes resulting from this belief system substantially reduce after-tax income, the connection between high effort and high income is indeed greatly weakened. This belief, they suggest, is strongly grounded in the prevalent social reality. Interestingly, however, perhaps reflecting the surprisingly good economic results discussed earlier, it appears that Mexicans and Brazilians are almost as convinced as
Americans that hard work is the most important factor in achieving financial success. Additional evidence that democratic polities do learn from experience, and do, over time, tend to reward parties that follow more prudent economic policies is provided by studies of subnational debt policy in the United States (Inman 2003) and Canada (Bird and Tassonyi 2003) . Blyth (2002, 274) puts the same point another way when he notes that "political economies …are …evolutionary systems populated by agents who learn and apply those lessons in daily practice." The critical argument in Lindert (2004) is that in a well-functioning state, adequate feedback mechanisms are in place to warn when sustainable limits are being breached. Such mechanisms may take the form of the "exit" mechanisms commonly emphasized by economists (as when over-taxed resources flee a jurisdiction) or the "voice" mechanisms stressed by political scientists (as when governments are changed to carry out more prudent policies) or, as is most common, both may exist. But the key point is that to avoid disaster, such 'error-correcting mechanisms' must exist in sustainable states.
No government is always competent; none is omniscient; not all are always well-intentioned. Mistakes will be made. The key sustainability problem that all societies face is how to minimize the severity of such mistakes. As Lindert (2004) demonstrates, this is done by muting the anti-growth aspects of proredistribution spending policy by a more pro-growth tax policy. Redistributional policies that in themselves might have been unsustainable in the long run because they would impose excessive distortionary costs on resource allocation are made sustainable in part by direct measures to reform the tax system to reduce such costs. In the story told by Bird and Tassonyi (2003) about subnational debt, much the same end is achieved by subjecting governments to constant pressures from both exit (market forces) and voice (elections). Macroeconomic policies (subnational borrowing) that in themselves might have led to an unsustainable situation in the long run thus become sustainable over time by an evolution in both institutions (capital markets) and ideas (political rewards for conservative fiscal measures).
The search for a sustainable fiscal contract is a continuous process in every country. In many Latin
American countries for a long time, it appeared that no viable democratic social consensus with the right balance between equity and efficiency in taxation was attainable. Many countries in the region were (and some still are) far from being perfect democracies (Snyder and Samuels 2001). They were instead what may be called "democratically exploitative" states --states in which those in power use the levers of power in large part for self-aggrandizement or in support of their particular group or interests. Over the last couple of decades, the rise of the middle class has contributed to democratization in many Latin American countries. ). This does not mean, however, that each country in this heterogeneous region will reach similar fiscal contracts. What is right, or at least feasible, in Chile or
Brazil, for example, may not be desirable or possible in Colombia or Honduras.
Making Tax Systems Work
Taxation is, always and everywhere, what has been called a "contested concept" (Sabates and Schneider 2003) . Some pay; some don't pay. Some pay more than others. Some receive compensating services; some do not. Such matters are, in democratic states, resolved through political channels. Indeed, history
suggests that the need to secure an adequate degree of consensus from the taxed is one of the principal ways in which, over the centuries, democratic institutions have spread. No non-dictatorial government in this age of information and mobility can long stay in power without securing a certain degree of consent from the populace, not least in the area of taxation. State legitimacy thus rests to a considerable extent on citizens' "quasi-voluntary compliance" (Levi 1988 ) with respect to taxation. To secure such compliance, tax systems must, over time, represent in some sense the basic values of at least a minimum supporting coalition of the population. As empirical evidence shows, tax compliance depends to a marked extent on the level of tax morale in the population, and that in turn rests significantly on how favorably people perceive how they are governed (Torgler, Schaffner and McIntyre 2010) .
Taxation is one of the few ways in which the wealthy may be made less wealthy, short of outright confiscation. Although attempts to redistribute income through taxation have not been markedly effective anywhere (Bird and Zolt 2005) , as even rich countries have learned in recent years, it may nonetheless be important in political terms to impose highly visible taxes on those who gain the most because sustainable tax policy needs to be accepted as fair by those affected. Two interesting features of inequality in Latin America, from a fiscal perspective, are the extent to which inequality arises from a very high degree of concentration at the very top of the income distribution and inequality's relation to the extremely unequal distribution of land. The second point has long been recognized, as shown by the long, and not too successful, history of attempts at direct land reform in the region (Dorner 1992) . The fiscal path to inducing land reform has had no more success in Latin America than anywhere else (Bird 1974) . Property tax revenues are low in most Latin American countries. The coverage of the tax is not comprehensive, assessments are low, and collection rates are often low as well. Although nominal rates are also low, governments usually find rate increases in this very visible tax difficult to sell politically. Engerman and Sokoloff (2001) argue that one reason for the relatively persistent inequality in Latin America compared to North America is the much weaker role of local government (largely dependent on property taxes) in Latin America, reflecting the underlying political capture of the central government by the dominant elites. The recent interest in decentralization in many Latin American countries may be seen as both a response to the increasing democratization of the polity and a response to the increasing need for governments to be seen as responsive to local needs in an equitable fashion (Brosio and Jimenez 2012) .
One result may be renewed attention to local property taxation as a desirable and fair means of taxation,
although as yet there is little evidence of this (ECLAC 2013).
At one level, the high concentration of income and wealth at the top in Latin America may appear to make the task of fiscal redistribution easier because a progressive income tax, or a wealth tax, would apply to a relatively small number of people. Indeed, as Tanzi (1966) noted many years ago, many common arguments as to why personal income taxes are difficult to implement in developing countries fail when it comes to taxing the rich in Latin America. There are not many of them, they certainly have the capacity to comply with the tax regime, and so on. The real question is political: can the obvious opposition of the wealthy elite to such taxes be overcome? The wealthy can block such efforts in many ways: they can block progressive legislation from being passed (Ardanaz and Scartascini 2011); they can introduce incentives and provisions to blunt its effects (doing so in the name of the "national interest"); they can corrupt the administrative process; they can use their resources to mute and delay it in many legal ways; or they and their resources can leave the jurisdiction. All this and more goes on in most Latin American countries, and has done so for many years (Gomez Sabaini and Jimenez 2012).
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The opening of capital markets, combined with weak international tax enforcement capabilities, makes it harder to tax the wealthy on much of their income from capital. The political reality in most countries means that it is not easy to do so. In the end, within limits, countries get the tax systems that those who run them want, and those who run many Latin American countries have not favored a very redistributive tax system. However, the increasing importance of the middle class and the interest of both the rich and the middle class in securing what they have, even if one price for doing so is to pay more taxes in part to help redistribution efforts, may have begun to alter the political balance and the nature of the fiscal contract in some countries.
Although the central social and economic problem in many Latin American countries remains inequality, the lack of government accountability also persists. A good tax system is critical to solving both problems. As noted earlier, an important factor shaping the nature of the fiscal contract is the cost of tax collection. Gordon and Li (2009) and Kenney and Winer (2006) emphasize, in somewhat different ways, that when economic and technological changes alter the relative costs of imposing different taxes, both tax structures and tax levels adjust. In recent years the widespread adoption of the VAT has played a 38 Similar pressures have been at work in developed countries also in recent years. Krugman (2002) provides a nice review of the efforts to eliminate the estate tax in the U.S., a story told in much more detail in Graetz and Shapiro (2006) and one that is similar the earlier Canadian experience (Bird 1978) .
central role in improving the effectiveness of tax administration in Latin America, because the successful implementation of this tax usually requires a substantial upgrading of the capacity to administer taxes (Mahon 2011) . A recent study of the Brazilian state VAT demonstrates (Pinhanez 2008 ) that one important result of introducing the VAT was that it strengthened both accountability within the public sector and the degree of trust between taxpayers and tax officials. 39 Provided the political will exists to increase tax revenues, the improvement made to administrative capacities of many countries by adopting a VAT makes it more feasible to reform other parts of the tax system than in previous years.
As studies from Taylor (1965) to Moller (2012) have shown for Colombia it is not hard to think of ways to tax the rich more effectively, through indirect means such as taxes on vehicles as well as through such direct means as taxes on income and wealth (land, estates). Indeed, to the extent that some of the income of the rich reflects "rents" secured through political connections or monopolies, such taxation may carry with it few distortionary costs. On the other hand, attempts to impose unduly redistributive taxes may backfire so that countries end up with smaller and less redistributive public sectors (IDB 1998) , and even the most redistributive taxes are unlikely to have much effect on income redistribution (Harberger 2006) .
From the perspective of redressing income inequality and poverty, it remains clear that the most important function of the tax system is to provide funding for pro-poor (or at least not 'pro-rich') spending programs.
The dominant policy ideas in different countries (such as equity, efficiency, and growth), like the dominant economic and social interests (such as capital, labor, regional, ethnic group, rich, and poor) and the key political institutions (democracy, decentralization, budgetary), and economic institutions (free trade, protectionism, macroeconomic policy, and market structure) all interact in the formulation and implementation of tax policy. This changing interplay over time affects the level of taxation, the structure of taxation, and many of its critical details, such as the progressivity of rates. Indeed, taxation is one of the major battlegrounds on which we can observe the working out of these complex forces.
Viewed from this perspective, only recently have some Latin American countries begun to experience the cycle that produced the (more or less) redistributive fiscal state now found in most developed countries.
During this long preparatory period, the idea of the desirability, and perhaps necessity, of a more effectively progressive fiscal system becomes sufficiently established such that when the time is ripe, 39 As one businessman interviewed by Pinhanez (2008) said: "It is not that we are really collaborating with each other. But we are talking now." A tax official's take was a bit more cynical: "It is not that we are helping out or consulting for the private sector. We are showing them that we know their business. They have to abide by the law. We have the data on them and that's it." Nonetheless, one of the most striking outcomes of the reform has been the generally more open relations between state tax administrations and taxpayers groups. They are not friends; but they talk to each other within a similar framework of understanding of how different sectors work.
progressive taxes are in fact adopted. Governments in many Latin American countries have struggled both economically and politically. Even those governments with a certain degree of political legitimacy and stability have faced substantial constraints on fiscal policy. Until countries achieve an adequate degree of political consensus on what should be done, no significant tax changes are likely to be made. As Lledo, Schneider, and Moore (2003, 47) noted, the problem in Latin America for many years has been that most countries lack "…an (implicit) social contract between governments and the general populace of the kind that is embedded in taxation and fiscal principles and practices in politically more stable parts of the world." Over the last decade, however, some signs of change have begun to emerge, as economic growth has led both to greater economic mobility and more robust democratic governments resulting from a larger and more empowered middle class ). On the other hand, some observers in the United States have recently expressed considerable concern about the apparent fracturing of the social contract in that country in recent decades (Roemer 2011) , as reflected not least in the bitter and unresolved battles taking place over both the size and structure of taxation and expenditure (Bargain et al, 2013 ).
Lessons to be learned
What lessons may developing countries draw from the divergent experiences of Latin America and the United States, particularly with respect to the design, redistributive effect, and effectiveness of tax policy and with respect to the appropriate role of the state and its fiscal system in achieving an environment that is both conducive to economic growth and to the development of a stable and sustainable political system?
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Had Latin American countries adopted the common 1960s prescription for much heavier reliance on income taxes in designing their tax regimes (Bird 2012 ), would they be better or worse off than they are now? If the United States had followed the rest of the world and adopted a national VAT some years ago, would it be better or worse off? A strong argument can be made that Latin America is better off for having ignored the conventional wisdom and adopted the VAT route to developing somewhat larger states, not least because the stronger tax administrations that resulted from following this less conflictstrewn path may now enable them to strengthen their income taxes. And it may be that the United States would have been better off by joining Canada, Japan, and Australia in adopting a VAT years ago. Even if the United States seeks to maintain its current size of government, the United States could both improve its competitive position and reduce its continuing political struggle by ceasing to rely so heavily on the personal and corporate income tax to solve most of its fiscal problems.
Brededa, Rigolini and Saavedra (2009) The poor have little choice but to rely on public services, no matter how scanty or low-quality they may be. The emerging middle class may, in some countries, have the choice of focusing on improving the social security system with respect to health and pensions, but in all countries they have to choose whether to educate their children in the public system or in the generally better private system now utilized largely by the wealthy and upper-middle class. The public sector may finance such access to private education, as to some extent is done in Chile and Colombia, just as it may make the social insurance system more equitable and efficient. But these alternatives, like the straightforward extension of access to (and improvement of the quality of) the public sector, will cost money and require additional tax revenue. The conundrum facing Latin American policy makers is thus whether to focus on expanding and improving traditional public sector services, or instead to focus on providing increased access for more people to the better alternatives now available from private providers. In some instances, the latter 41 Interestingly, Breceda, Rigolini and Saavedra (2009, 722) exclude pensions from their analysis on the ground that it is "difficult to assess their redistributive nature" owing to their intertemporal dimension and the mix of financing. This is a bit odd, because it is not that hard to disentangle the financing side as Bird and Smart (2013) do for Latin America. However, this omission makes little difference to their argument since public pensions in Latin America go largely to the middle class although financed in many countries to a significant extent from general revenues. 42 For interesting discussions of the paths traced by the 'fiscal sociology' of different countries, see, for example, the studies in Martin, Malhotra, and Prasad (2009) .
approach may be more likely to deliver perceptible benefits to more individuals, presumably increasing their willingness to support the increased taxes needed to finance expanded public sector social spending.
In addition, many Latin American countries have decentralized public sector provisions primarily to better match public services with the wishes and needs of local communities (Brosio and Jimenez 2012) .
The welfare state that might result is more likely to resemble the smaller American model than the much more lavish European one, but it would still be a major improvement for many Latin American countries.
The obvious answer to the fiscal dilemma arising from the combination of increased political pressure for more services and less political support for income taxes is to rely more heavily on consumption taxes.
Consumption taxes generally impose a relatively larger burden on lower than on higher income groups, but they are paid much more by the middle class than by the poor. 43 In the United States, where the distribution of tax expenditures is skewed towards upper and upper-middle income-earners (those who pay the bulk of the income tax), recalibrating the fiscal balance between expenditures and revenues may
prove an even more difficult exercise than in many Latin American countries. In Latin America, however, where VAT burdens fall most heavily on the growing (and consuming) middle classes, and where those middle classes are becoming more critical to political success, it is not surprising that considerable attention has been paid in recent years to the major redistributive expenditures on education and health, with lower-income groups also benefiting to some extent. On the other hand, the wealthy in Latin America, as is also increasingly true in the United States, are basically outside the public service delivery system, which does not necessarily augur well for the future sustainability of either fiscal contract unless a greater effort is devoted to creating a consensus in terms of social norms and the acceptance of national political goals (Alesina and Reich 2013) .
Countries can maintain or increase state capacity to collect tax revenues only if the fiscal contract is adhered to so that taxpayers believe that the funds will be spent wisely and efficiently -that is, in ways that they perceive as benefiting them either directly (in terms of providing valued public services) or indirectly (in terms of strengthening a sustainable legal and political framework to support property rights). How well the Americas, North and South, will manage this difficult task in the years to come remains to be seen. 43 Although at present consumption taxes in many countries may nonetheless impose a heavy and undesirable burden on the poor, it is not difficult to design and implement fairer taxes. See Bird and Miller (1989) for suggestions on how excise taxes and user charges can be made less burdensome in developing countries and, more recently, the important proposal by Barreix, Bes and Roca (2010) on how the same can be done for a broad-based VAT by creating an offsetting credit for lower income groups administered in the same way as the conditional cash transfers already in place in a number of countries in Latin America, including Brazil, Colombia and Mexico.
